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CALIFORNIA GASOLINE MARKETS: FROM
MTBE TO ETHANOL

WEDNESDAY, JULY 2, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY POLICY, NATURAL
RESOURCES AND REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
Diamond Bar, CA.

The subcommittee met, pursuant to notice, at 10 a.m., at the
South Coast Air Quality Management District, 21865 East Copley
Drive, Diamond Bar, CA, Hon. Doug Ose (chairman of the sub-
committee) presiding.

Present: Representatives Ose and Gary Miller.

Staff present: Dan Skopec, staff director; Melanie Tory, clerk;
and Yier Shi, press secretary.

Mr. OSE. Good morning, everybody. Thanks for joining us today
here in Diamond Bar for this hearing on the Subcommittee on En-
ergy Policy, Natural Resources and Regulatory Affairs.

I ask that we allow Members not on the subcommittee to join us
Eodaﬁ for the purpose of the hearing. Hearing no objections, so or-

ered.

I am joined on the dais today by a very good friend of mine and
an excellent representative of this area. That would be Congress-
man Gary Miller, who I will recognize for as much time as he’d
like.

Mr. MILLER. Well, thank you very much. I'm here to welcome my
good friend Doug Ose to the 42nd Congressional District.

It’s good to be up here with you because when I used to serve
in Diamond Bar City Council, this is where I used to work, so it’s
like going back home temporarily, not for very long, but for a little
while.

Doug serves as a chairman of the Subcommittee on Energy Pol-
icy, Natural Resources and Regulatory Affairs, and an issue of
great concern in my district and throughout California has been in
recent months the price of gas, why it’s like it is, issues from
MTBE to ethanol.

I applaud Doug for coming in to this district to discuss this issue,
because this is an issue of great importance to California. When I
was first elected to Congress, I was elected with the class with
Doug Ose, and I'm sad to say that because of his family and other
reasons, he is deciding to retire after this term, and I'm really
going to miss him. He’s been a good friend of mine. We’ve had a
lot of fun together in Congress. He has a passion, a passion for

o))



2

things that are right, and he has also a passion to eliminate things
that are wrong.

I applaud him for taking on a very difficult issue, going through-
out California and offering himself as a dart board occasionally to
discuss issues with people who might take opposition to the prices
we pay for gas, not knowing why it’s happening, but politicians are
good people to blame.

Doug is doing this for the right reasons and I'm glad to welcome
him here. Doug, I'm looking forward to the hearing.

Mr. Osk. I thank the gentleman. It’s nice to be here in your
hometown. They were telling me stories about you out in the hall-
way. Half of them have to be true.

We are joined today by a distinguished panel of witnesses. Just
to educate everybody on how we do this, this is a subcommittee of
the Government Reform Committee, an oversight committee in
Congress.

There are a couple of things that we do routinely in the course
of these hearings. First of all, we swear everybody in, so your testi-
mony, written and otherwise, is going to be taken under oath.

We have a 5-minute rule. That is, since we were fortunate
enough to receive the testimony of folks who have been invited to
testify, we have reviewed that testimony, and we provide our wit-
nesses 5 minutes to review their testimony orally and to summa-
rize it.

Unfortunately, under the rules of Congress and the rules of this
committee, there is no open testimony; in other words, this isn’t
like a board of supervisors or a city council hearing where citizens
can come up and testify at will. These are in many respects orga-
nized for the purpose of addressing a specific subject, and the ex-
perts that we bring in to testify have extensive background on
these issues that we will discuss, and they come from different per-
spectives.

I'm going to introduce them now. We'll go all the way through
the introductions and then we will come back for their testimonies.
This is in the order of their testimony today.

We are joined today by the Administrator of the Energy Informa-
tion Administration at the Department of Energy, the Honorable
Guy Caruso.

We are also joined by the Chair of the California Energy Com-
mission, William Keese.

We have with us the president of the Western States Petroleum
Association, Joe Sparano.

We also have the vice president and general manager for the
Valero Wilmington Refinery, Mr. Bob Gregory.

We also have the director of economic policy for the Reason Pub-
lic Policy Institute, Dr. Lynne Kiesling.

I want to welcome our guests.

We need to make sure everybody in the audience knows that we
have copies of the briefing memorandum. They are in the back of
the room.

Typically in these hearings the Members of Congress will make
opening statements to address a couple of the issues that we have.
Mr. Miller has kindly consented to pass on that, which in the inter-
est of time is always appreciated.
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I do have an opening statement and I'm going to give it, and
then we will go into swearing in the witnesses and then we will
take their testimony.

At today’s hearing we will review the transition from using
MTBE to ethanol in California’s reformulated gasoline and the
cause of the recent gasoline price spikes.

The fact that we are holding today’s hearing in the headquarters
of the South Coast Air Quality Management District is no accident.
Automobiles produce 65 percent of the air pollution in California.
The standards set for gasoline are important because they not only
affect the pocketbook of every single Californian, but also affect the
quality of the air we breathe and the water we drink.

The seeds of this transition to ethanol were sown in a 1998 study
by the University of California, which concluded that, the use of
MTBE had contaminated our groundwater. The following year Gov-
ernor Davis announced a ban on MTBE use in gasoline, beginning
in 2003.

The MTBE ban forced refineries to blend ethanol into our gaso-
line in order to satisfy the reformulated gasoline requirements of
the Clean Air Act. The Governor subsequently pushed back the ban
to 2004 when it became clear that not all of California’s refineries
could make the transition in time.

From January 1 of this year to March 17, retail prices of gasoline
in California increased 57 cents a gallon. Gas prices soared above
the $2 per gallon range up and down the State, both here in Dia-
mond Bar and in Sacramento, where I live, San Francisco, and all
the way up to Crescent City.

Now, in California we consume about 1.1 billion gallons of fuel
each month, so this increase equates to about $20 million per day
extra being spent on gasoline.

On March 27 I sent a letter to the Energy Information Adminis-
tration requesting a report on the cause of these price spikes. Ad-
ministrator Caruso will present the preliminary findings of that re-
port today.

Under the Energy Information Administration’s preliminary re-
port and reports from the California Energy Commission, we can
start, hopefully, to understand the causes of the recent gasoline
price spike.

One cause appears to be the sharp increase in prices for crude
oil. The loss of Iraqi oil fields, the crippling strike in Venezuela,
and historically low inventories of crude oil were also significant
factors in the high prices at the gas pump.

Further, California has had the misfortune of experiencing a
large number of refinery outages. Since January, we have had no
less than 12 major outages, planned and unplanned, that have oc-
curred here in California alone. This high number is significant, be-
cause California is essentially a fuel island, if you will.

Due to our stringent air standards, our reformulated gasoline is
very difficult to make, and with very few exceptions, California
cannot simply, as they do in other States, bring in supplies from
out of State when its refineries go down.

Now, obviously, the whole world is susceptible to high prices for
crude oil and it is no secret—anybody that looks at the market—
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it is no secret that California has operated as an island, if you will,
on fuel and the like for years.

The biggest difference between this year’s price spike and pre-
vious price spikes has to do with perhaps what the components of
the fuel are, and that brings us to a consideration of ethanol.

Unfortunately for California, ethanol is a product when com-
pared to MTBE inferior in terms of performance as a gasoline addi-
tive and its effect on air quality is dubious.

Ethanol has a greater propensity to evaporate than MTBE. If you
substitute ethanol for MTBE, you will have a higher level of vola-
tile organic compounds that lead to ozone formation. To mitigate
this problem, refineries have had to make complicated adjustments
to their gasoline blends. These adjustments result in reduced refin-
ing capacity and add cost to the final product.

In its preliminary report responding to our questions, the Energy
Information Administration predicted that the transition to etha-
nol-blended gasoline in the summertime would result in up to a 10
percent loss in gasoline production capability.

While refineries will attempt to make up some of this loss
through expansions, a net loss to California gasoline production
will undoubtedly cause gasoline prices to rise over what they other-
wise might have been.

Furthermore, to account for the loss in refining production, Cali-
fornia will have to import more gasoline components and finished
products from out of State. Some of these imports will come from
domestic sources, but much will come from abroad. In other words,
the use of ethanol may actually result in an increase in our reli-
ance on overseas sources.

Today’s hearing offers an important look into the challenges of
using ethanol-blended gasoline outside the Midwest, not only here
in California but perhaps on the East Coast also.

So far, in addition to California, 15 States have banned the use
of MTBE. Gasoline market observers are particularly concerned
about New York and Connecticut. These States have done much
less to prepare for the transition away from MTBE and toward eth-
anol.

The lessons we have learned here in California may very well be
relevant nationwide. Congress is currently considering a proposal
to mandate the use of 5 billion gallons of ethanol by the year 2015.
If this bill becomes law, every American living outside the ethanol-
producing centers in the Midwest could experience the gasoline
price increases that California has seen, due in part to ethanol.

Again, I want to welcome our witnesses today and our host Mem-
ber of Congress.

By the way, I do want to add, I did come to Congress at the same
time as Congressman Miller and it has been a pleasure serving
with him. I thank him for those kind words earlier. I'd be happy
to yield time, if you care to offer a statement.

[The prepared statement of Hon. Doug Ose follows:]



Chairman Doug Ose
Opening Statement
California Gasoline Markets: From MTBE to Ethanol
July 2, 2003

Welcome to beautiful Diamond Bar, California. At today’s hearing, we will review the
transition from using MTBE to ethanol in California’s reformulated gasoline and the cause of the
recent gasoline price spikes

The fact that we are holding today’s hearing in the headquarters of the South Coast Air Quality
Management District is no accident. Automobiles produce 65 percent of the air poliution in
California. The standards set for gasoline are important because they not only affect the
pocketbook of every single California but also affect the quality of the air we breathe and the
water we drink.

The seeds of California’s transition to ethanol were sown by a 1998 University of California
study, which concluded that MTBE contaminated our groundwater. The following year,
Governor Gray Davis announced a ban on MTBE use in gasoline, beginning in 2003. The
MTBE ban forced refiners to blend ethanol into our gasoline in order to satisfy the reformulated
gasoline requirements of the Clean Air Act. The Governor subsequently pushed back the ban to
2004 when it became clear that not all of California’s refineries could make the transition in
time.

From January 1, 2003 to March 17th, retail prices of gasoline in California increased 57 cents.
Gas pump prices soared above the $2.00 per gallon range up and down the State. Since
Californians consume about 1.1 billion gallons of gas each month, this increase roughly
translates to an additional $20 million per day spent on gasoline.

On March 27%, I sent a letter to the Energy Information Administration (EIA) requesting a report
on the cause of these price spikes. EIA Administrator Guy Caruso will present the preliminary
findings of that report today.

From EIA’s preliminary report, and reports from the California Energy Commission (CEC), we
can start to understand the causes of the recent gasoline price spike. The most significant cause
appears to be the sharp increase in world prices for crude oil. The loss of Iraqi oil fields, a
crippling strike in Venezuela, and historically low inventories of crude oil were a significant
factor in the high prices at the gas pump.

In addition; California has had the misfortune of experiencing a large amount of refinery outages.
Since January, no less than 12 major outages, planned and unplanned, have occurred in
California. | This high number of outages is significant because California essentially exists as a
gasoline island. Due to California’s stringent air standards, California’s reformulated gasoline is
very difficult to make. With very few exceptions, California cannot simply bring in new
supplies from out of State when its refineries are down. That is why we saw a 50 percent
increase in'gas pump prices in Northern California after the fire at the Richmond refinery and an
explosion at the Martinez refinery in 1999.
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However, the whole world is susceptible to high prices for crude oil. And, California has
operated as a gasoline island for years. The biggest difference between this year’s price spike
and previous price spikes is the use of ethanol in our gasoline. Unfortunately for California,
ethanol is an inferior product to MTBE in terms of its performance as a gasoline additive and its
effect on air quality.

Ethanol has a greater propensity to evaporate than MTBE. If you substitute ethanol for MTBE,
you will have a higher level of volatile organic compounds (VOCs) that lead to ozone formation.
To mitigate this problem, refiners have had to make complicated adjustments to the gasoline
blend. These adjustments result in reduced refining capacity. In its preliminary report
responding to my questions, EIA predicted that the transition to ethanol-blended gasoline in the
summertime would result in a 10 percent loss in gasoline production capability. While refiners
will attempt to make up some of this loss through refinery expansions, a net loss in California
gasoline production will cause gasoline prices to rise.

Furthermore, to account for the loss in refining production, California will have to import more
gasoline components and finished products from out of State. Some of these imports will come
from domestic sources, but much will come from abroad. In other words, the use of ethanol will
actually increase our reliance on foreign oil.

As California completes the transition to ethanol, it is important for the public to understand the
physical properties and characteristics of this gasoline additive. In addition to adverse air
quality, cthanol production also contributes to land and water pollution. ‘When underground
storage tanks leak, as we have seen with MTBE, soil bacteria metabolizes ethanol quickly,
allowing carcinogens to travel through aquifers and drinking water wells. A June 2003 study
by Professor Tad Patzek of the University of California at Berkeley concludes that it takes as
much enetgy to produce a gallon of ethanol as can be gained from it. In addition, significant
water degradation from fertilizers, pesticides, and herbicides results from the additional corn
production needed to meet the ethanol demand.

Today’s hearing offers an important look into the challenges of using ethanol-blended gasoline
outside the Midwest. In addition to California, 15 other States have banned MTBE. Gasoline
market observers are particularly concerned about New York and Connecticut. These States
have done much less to prepare for the transition to ethanol.

The lessons learned in California are relevant nationwide. Congress is currently considering a
proposal to mandate the use of 5 billion gallons of ethanol by the year 2015. If this bill becomes
law, every American living outside the ethanol-producing centers in the Midwest could
experience the gasoline price increases that California has seen due to ethanol.

1 want to welcome out witnesses today: Guy Caruso, Administrator, EIA, Department of
Energy; William J. Keese, Chairman, CEC; Joe Sparano, President, Western States Petrolenm
Association; Bob Gregory, Vice President and General Manager of Valero’s Wilmington,
California Refinery; and Lynne Kiesling, Director of Economic Policy, Reason Public Policy
Institute. |
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MEMORANDUM FOR MEMBERS OF THE GOVERNMENT REFORM
SUBCOMMITTEE ON ENERGY POLICY, NATURAL RESOURCES AND
REGULATORY AFFAIRS

FROM: Doug Ose

Briefing Memo: ndum for I uly 2, 2003 Field Hearing, “California Gasoline Markets:
From MTBE to Ethanol”

SUBJECT:

On Wednesday, July 2, 2003, at 10:00 a.m., the Government Reform Subcommittee on Energy
Policy, Natural Resources and Regulatory Affairs will hold a field hearing on California gasoline
markets. It will be in the auditorium of the South Coast Air Quality Management District, which is
located at 21865 E. Copley Drive, Diamond Bar, California. The hearing is entitled, “California
Gasoline Markets: From MTBE to Ethanol.”

In June 2001 and April 2002, the Subcommittee held hearings on gasoline markets, entitled
“Gasoline Supply — Another Energy Crisis?” and “Fuel Markets: Unstable at Any Price?,” respectively.

In 1998, the University of California issued a report, which concluded that Methyl Tertiary-Butyl
Ether (MTBE) could pose serious risks and costs associated with groundwater contamination. In 1999,
California Governor Gray Davis issued Executive Order D-5-99, which required that MTBE be
completely removed from California gasoline by December 31, 2002. To conform to the MTBE ban but
still abide by California’s strict air standards, the California Air Resources Board (CARB) initiated a
Phase 3 reformulated gasoline standard. The Board altered gasoline standards to account for the
increased ozone-forming potential of ethanol, another gasoline additive. In a subsequent executive order
in 2002, the Governor delayed the effective date of the MTBE ban by one year, i.e., to December 31,

2003.

The 1990 Clean Air Act requires that reformulated gasoline include 2 percent oxygenate by
volume. Currently, MTBE and ethanol are the only two viable additives to fulfill this requirement. By
banning MTBE, California is essentially mandating the use of ethanol in its gasoline. Subsequent to the
Governor’s 1999 Executive Order, California refineries began to phase-out MTBE and add ethanol to
their product. In addition to this transition, refiners also needed to switch from winter blends to summer
blends, which meet the more stringent ozone regulations, as required by the Clean Air Act.



From January 1, 2003 to March 17th, the retail price of regular gasoline in California increased
57 cents, setting gasoline prices at a record $2.15 a gallon in some areas. Given that Californians
consume nearly 1.1 billion gallons of gasoline each month, this increase translates into an additional $20
million a day spent on gasoline. After a slight decline in prices, gasoline prices are once again on the
rise, averaging about $1.79 last week.

Crude Oil Markets

The current increase in California’s fuel prices can be partly attributed to the high cost of crude
oil on the world market. A low inventory of crude oil, the war in Irag, a labor strike in Venezuela, and
an unusually cold winter in the Eastern U.S. have contributed to the decrease in availability of crude oil
and the increase in world oil prices.

According to the California Energy Commission (CEC), the price of Alaskan North Slope oil, a
benchmark of crude oil prices, increased from $18.36 a barrel on January 2, 2002, to $37.48 a barrel on
March 12, 2003. This price increase in crude oil, however, only accounts for part of the price increase
in gasoline and does not explain why California has experienced greater price spikes then the rest of the
country.

California: A Gasoline Island

Due to overlapping Federal, State, and local air quality programs, and local refining and
marketing decisions, today’s gasoline market is comprised of many types of gasoline that serve different
regional markets. These specialized fuel formulations, also known as “boutique” fuels, add a level of
complexity to the production, distribution, and storage of gasoline.

In California and the Chicago/Milwaukee area, which have the most stringent air quality
regulations in the country, the proliferation of boutique fuels has limited the number of refiners that have
the technology and knowledge to create the compliant fuel blends for their specialized fiel markets. As
a result, small disruptions in production, such as refinery outages or pipeline ruptures, can severely limit
the supply of gasoline in these areas and cause sharp price spikes.

In California, in March 1999, a fire at the Richmond Chevron refinery and an explosion at
Tosco’s Martinez refinery forced gasoline prices up 50 percent, causing San Francisco to have the most
expensive gasoline in the country in April 1999. Similarly, in the Chicago/Milwaukee area, pipeline
ruptures and production shortfalls in 2000 decreased the gasoline pool about 2 to 3 percent and caused a
50-cent difference between regional and national gasoline prices.

As more regulations are added and blending options are regionally limited, particularly in terms
of what oxygenate can or cannot be used, the ability to move gasoline from one area of the country to
another (i.e., the fungibility of gasoline) will be greatly reduced. The result will be supply shortages and
price increases that occur more frequently and last for longer periods of time.



The Transition from MTBE to Ethanol

In addition to the tight crude oil market and the balkanization of the gasoline market, the
mandatory transition from MTBE to ethanol in California has also decreased supply and increased fuel
prices in California. MTBE is blended with gasoline at a concentration of 11 percent by volume to meet
Clean Air Act standards. Ethanol typically composes only 6 percent of gasoline by volume. To
compensate for this 5 percent loss, additional crude oil or specialty blending products must be added to
the fuel mixture. Many refineries, however, are unable to recover the lost volume because they are
running at or near full capacity and cannot process additional crude oil. As a result, refiners will have to
import more finished products from other areas of the U.S. or abroad.

Supply reductions can also be attributed to the complexity of making gasoline blended with
ethanol and continuing to meet California’s strict air standards. Refiners must remove pentane, a light
hydrocarbon, from crude oil before gasoline is produced. This is necessary given ethanol’s propensity
to evaporate and combine with other molecules in ambient air to create air pollution. If pentane is not
extracted, ethanol blended gasoline emits high levels of ozone precursors known as volatile organic
compounds (VOCs). However, removing pentane decreases the volume of gasoline that is produced
from each barrel of crude and raises economic and environmental issues over the use, disposal, or
storage of unutilized pentane. The volume loss associated with ethanol use, and pentane removal results
in a 10 percent decrease in gasoline supply and a net increase of foreign oil imports to California.’

According to a June 2003 draft report produced by Professor Tad W. Patzek of the University of
California at Berkeley, when all energy inputs are considered, producing one gallon of ethanol requires
the use of one gallon of fossil fuel equivalent. In other words, using fuel with ethanol results in a net
energy loss, not a net gain. Another study, produced by the Congressional Research Service, reported
that, on average, ethanol attributes a 3 percent decrease in miles-per-gallon vehicle fuel economy.
Altogether, this means that Californians will need more gasoline than they needed in the past to travel
the same distance. Thus, California’s gasoline market will tighten further, and prices will increase.

California’s refineries have experienced difficulties in blending ethanol with gasoline, resulting
in supply shortages and price increases this year. On April 29, 2003, the LA Times reported that
420,000 gallons of regular gasoline distributed from Arco’s terminal in San Diego lacked the required
ethanol and needed to be retrieved from 59 stations and re-blended, “leaving some stations without
regular gasoline for days.” This outage was one of the 12 outages that plagued California refineries in
the past six months. More outages are likely, as the Energy Information Agency (EIA) notes that
retooling refineries to use ethanol requires additional refinery maintenance. As the summer driving
season approaches, decreased fuel supply and increased outages will significantly increase prices at the
gas pumps.

! The Jones Act of 1920 requires that goods or passengers transported from one domestic port to another must be on a vessel
that is constructed in a U.S. shipyard, U.S. owned and crewed, and registered as a U.S. flagship. To avoid additional costs,
many refiners choose to use international oil instead of domestic supplies.
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To date, 16 States have MTBE bans in place, eight States have MTBE bans under consideration,
and two States have goals to establish an MTBE ban in the future (see attached chart). Considering that
half of the country has or will ban MTBE, and the likelihood that Congress will mandate ethanol usage,
one can conclude that many other States will experience gasoline supply shortages and price spikes
similar to those of California.

Fuel Markets Under the Energy Bill Passed by the House (H.R. 6)

The difficulties incurred by the California fuel market are more pertinent than ever, given the
likelihood that Congress will pass comprehensive energy legislation in the 108" Congress. The House
of Representatives has already approved H.R. 6, a bill that mandates the use of five billion gallons of
ethanol nationwide by 2015.

At the Subcommittee’s April 2002 hearing, Nicholas Economides, Director, Hart Downstream
Energy Services, testified that gasoline prices could increase by up to 9.75 cents per gallon under Senate
bill 517 (8. 517), which had a similar ethanol mandate. This figure, however, does not consider price
spikes due to production or delivery problems that are likely under such fuel provisions. Hence, national
gasoline prices could increase significantly under a new ethanol mandate.

Environmental Implications

In addition to economic concerns, the transition from MTBE to ethanol also raises issues about
water and air pollution. Given ethanol’s propensity to evaporate and form ozone precursors, it may do
more harm than good to the environment. In June 2000, before the Senate Environment and Public
Works Subcommittee on Clean Air, Wetlands, Private Property and Nuclear Safety, A. Blakeman Early,
environmental consultant to the American Lung Association, testified, “The volatility increases that
ethanol causes in summertime can overwhelm any benefit it provides in reducing carbon monoxide (CQ)
tailpipe emissions, sulfur dilution or aromatics dilution ... The bottom line: the reduction in CO tailpipe
emissions obtained by using ethanol in summertime gasoline are not worth the increase in evaporation
and the increases in NOx [nitrogen oxide] tailpipe emissions from a smog contribution point of view.”
Similarly, carbon monoxide, methanol, and some carcinogenic emissions from factories that produce
ethanol have added to air pollution in concentrations greater than originally promised by the industry.

In terms of water pollution, when ethanol-blended gasoline is leaked from underground tanks,
soil bacteria metabolize ethanol before other gasoline components, allowing carcinogenic benzene
plumes to travel further and pollute water wells. Also, increased corn production, which will be
necessary to make an adequate amount of ethanol, will result in greater nitrate and agriculture chemical
run-off, causing pollution in nearby streams, rivers, and aquifers.

Invited Witnesses: Guy F. Caruso, Administrator, EIA, Department of Energy; William J. Keese, Chair,
CEC; Joe Sparano, President, Western States Petroleum Association; L. Lynne Kiesling, Director of
Economic Policy, Reason Public Policy Institute; and Bob Gregory, Vice President aud General
Manager of Valero’s Wilmington, California Refinery.

Attachment
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Mr. MiLLER. Well, Doug, again, I'm going to miss you when you
go.
This is probably one of the most important issues that I've heard
the constituency that I represent in southern California represent
to me. I mean, I hear it when I go to church—especially when the
prices are extremely high. You would hear people in the community
who drive a lot back and forth to work talking about the impact
this places on their family’s budgets and such. I hear it at church,
at the shopping centers. It’'s amazing. It’s probably one of the most
significant issues, other than raising the car tax in California, that
has the attention of people, and the reason is because it has signifi-
cant financial impact to the daily budget of the average family. So
for that reason, I'm looking forward to hearing the panel.

I'm going to have to excuse myself. I've got other meetings you
know I have to go to, but again I'd like to welcome you to my dis-
trict, the 42nd in southern California. I think this is a great place
for you to have this hearing.

Thank you, Mr. Chairman.

Mr. OSE. Your hospitality is appreciated. I'm grateful for your
appearance and I'm sorry that we dropped it on you so late that
you couldn’t stay with us, but thank you for appearing. I appreciate
it.

Our next step here is that we are going to have our witnesses
rise. We're going to swear everybody in and then we are going to
go to the testimony.

Would you all rise please and raise your right hands.

[Witnesses sworn.]

Mr. OSE. Let the record show that all the witnesses answered in
the affirmative.

Our first witness is the Administrator for the Energy Informa-
tion Administration, Department of Energy. That would be the
Honorable Guy Caruso.

Sir, you are recognized for 5 minutes to summarize your testi-
mony.

Before you start, for those in the audience who are interested, we
have copies of everybody’s testimony in the back.

STATEMENT OF GUY CARUSO, ADMINISTRATOR, DEPARTMENT
OF ENERGY

Mr. CarUsO. Thank you, Mr. Chairman, Congressman Miller. I
appreciate the opportunity to be here and the confidence that
Chairman Ose has shown in the EIA by asking us to prepare the
report. The interim results are on the table.

The surge in gasoline prices in California early this year moved
retail gasoline prices to a high of $2.15, up 63 cents by mid-March.
That compares to a 37-cent gasoline price increase in the national
average.

The first figure which I think we will show in a minute shows
that information, and as the chairman mentioned, we are in the
process of completing the full report on the causes of this price in-
crease, and that will be completed by September. The interim re-
port was sent to the chairman in May.

Retail gasoline prices are influenced by crude oil prices, refining
costs, distribution and marketing costs, company profits, and gov-
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ernment income from Federal, State and local taxes. This figure il-
lustrates the components of the gasoline price.

Earlier this year higher crude oil prices and special California
market conditions drove prices markedly higher in this State. As
the third chart shows, between December 2002 and mid-March
2003, world crude prices rose almost $11 per barrel, or about 26
cents when put into the price of gasoline per gallon. During this
same period, California spot prices rose 72 cents or 46 cents per
gallon more than just the higher crude price alone can explain.

Why did this happen? You recall that California has had a his-
tory, as the chairman has mentioned, of more frequent gasoline
price spikes than other States in the United States, and that’s for
well-known reasons. The refinery system here runs very close to or
indeed at it’s operational limit, leaving little room to make up for
any unexpected shortfalls.

California is also, in a way, an island and far from supply
sources, and it takes as much as 14 days to bring product from gulf
coast refineries to California; thus, any quick resolution to a supply
and demand imbalance is difficult.

Third, California uses a unique and an expensive way to make
gasoline that most other suppliers cannot provide quickly, if at all.

These conditions provide little room for supply and demand
mismatches without the supply price responses that were shown in
the earlier chart, and that set the stage for last spring’s gasoline
prices.

Gasoline supplies tightened because of the large amount of refin-
ery maintenance that was undergone during the early part of 2003
in California. The impact was greatest in February when gasoline
production was down about 150,000 barrels per day, compared to
where it would have been at that time.

In addition, the partial phase-out of MTBE from California gaso-
line and its replacement with ethanol this year added to production
costs and to market stress.

Production costs are estimated to be 3 to 6 cents per gallon high-
er for the ethanol-blended California gasoline, compared with
MTBE-blended gasoline, which implies that production costs did
contribute a small part to this differential; however, since ethanol-
blended gasoline cannot be mixed with other gasolines during the
summer to assure compliance with emission standards, two distinct
fuels must be carried in the distribution system which reduces sys-
tem flexibility.

This split market created a situation earlier this year in which
no one could know in advance how much fuel of one type would be
needed and where. As the transition unfolded, supplies were tem-
porarily short in some areas and had to be shifted, which takes
time and adds to the cost. Prices increased in the interim.

In sum, Mr. Chairman, in addition to the higher world crude oil
prices, primarily two factors were behind the price surge, a large
number of refineries undergoing major maintenance projects and
the partial change to ethanol-blended gasoline, which resulted in
the split market.

EIA found no indication that the supply or price of ethanol or the
infrastructure needed to deliver, store and blend ethanol were sig-
nificant market issues this spring.
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Mr. Chairman, that concludes my summary and I look forward
to your questions when appropriate.

Thank you.

[The prepared statement of Mr. Caruso follows:]
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California Gasoline Prices in Early 2003

I appreciate this opportunity to testify today on the Energy Information
Administration’s (EIA) preliminary insights into the causes of the surge in California
gasoline prices in February and March of 2003. I will summarize our initial findings,

which are based on preliminary data and conversations with industry representatives.

The EIA is the statutorily chartered statistical and analytical agency within the
Department of Energy. We are charged with providing objective, timely, and relevant
data, analysis, and projections for the use of the Department of Energy, other
Government agencies, the U.S. Congress, and the public. We produce data and analysis
reports that are meant to help policy makers determine energy policy. Because we have
an element of statutory independence with respect to the analyses that we publish, our
views are strictly those of EIA. We do not speak for the Department or for any particular
point of view with respect to energy policy, and our views should not be construed as
representing those of the Department or the Administration. EIA’s baseline projections
on energy trends are widely used by Government agencies, the private sector, and

academia for their own energy analyses.

After a period of relative stability for much of 2002, gasoline prices throughout
the United States began to rise in December. The national average retail price for regular
gasoline rose 36.8 cents per gallon between December 9, 2002, and March 17, 2003,

reaching an all-time record (nominal) price of $1.728 per gallon (Figure 1). Over roughly
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the same period (though beginning two weeks later), California retail regular gasoline
prices rose 62.5 cents to an all-time high of $2.145 per gallon. Since peaking on March
17, 2003, as of the latest data available (June 16, 2003), U.S. and California retail regular

gasoline prices have fallen by 21.0 and 35.8 cents per gallon, respectively.

Retail gasoline prices are a function of many influences. Thus, in order to
properly assess the causes of a price spike such as seen in early 2003, it is necessary to
break down prices into their various components: crude oil prices, refining costs and
profits, distribution/marketing costs and profits, and taxes. California spot gasoline
prices (approximating the price at the “refinery gate”) rose 72.3 cents per gallon between
early December 2002 and mid-March 2003, even more than the 62.5-cent increase in
retail prices (Figure 2). Thus, taxes and distribution/marketing costs and profits can be
largely ignored as factors in the retail price run-up for the purposes of this analysis. Spot
prices are influenced by crude oil prices and by local market conditions. Crude oil prices
explain 26 cents of the 72 cent-per-gallon increase in spot gasoline prices, but crude oil
prices are driven by global market conditions. So to understand California market
influences on gasoline prices, the first step is to factor out crude oil prices, by subtracting

them from spot gasoline prices.

‘When the influence of crude oil price is removed from the California price surge,
the spike is not larger than price spikes that have occurred historically. Thus, the specific
regional factors contributing to this gasoline price run-up, over and above crude oil price

increases, caused prices to surge similarly to incidents in the past.
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California has historically seen some of the highest, and most volatile, gasoline
prices in the United States. The reasons for the striking differences in the behavior of
California gasoline prices, as compared to those in other parts of the United States, are
numerous, varied, controversial, and not well understood. Several factors contribute to
the problem:

e The California refinery system runs near its capacity limits, which means there is
little excess capability in the region to respond to unexpected shortfalls;

e (California is isolated from and lies a great distance from other supply sources
(e.g., 14 days travel by tanker from the Gulf Coast), which prevents a quick
resolution to any supply/demand imbalances;

o The region uses a unique gasoline that is difficult and expensive to make, and as a
result, the number of other suppliers who can provide product to the State are

limited.

Additionally this year, the partial phase-out of methyl tertiary butyl ether (MTBE)
from California gasoline, and its replacement with ethanol, contributed to the recent price
run-up. Originally, California was scheduled to ban MTBE in January 2003, but a
number of factors caused the ban to be delayed for one year. However, many California
refiners chose to switch from MTBE to ethanol in January 2003 (Table 1)." This resulted
in the market being segmented into two non-fungible products, since ethanol-blended

gasoline cannot be mixed with other gasolines during the suminer, to assure compliance

! Refiners still producing gasoline containing MTBE will switch to ethanol-blended gasoline after summer.
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with emission requirements. A further complicating factor was that the price increase
occurred about the time California refiners were changing from winter-grade gasoline to
summer-grade,” which is harder to produce and, when using ethanol, requires a change in
procedures or timing to assure that uncontaminated summer-grade product is located at

terminals on time.

On March 27, 2003, Congressman Doug Ose, Chairman of the House
Government Reform Subcommittee on Energy Policy, Natural Resources and Regulatory
Affairs, asked that the EIA examine the causes of the increase in the price of California
gasoline. His request letter posed several specific questions, and asked for a preliminary
response by early May. Our initial findings were provided in a preliminary report that is
available on our web site. However, it is important to note that much information is still
unknown, and our findings could change when EIA provides its final report in

September.

Refinery Supply Impact of Switching to Ethanol

What effect is the shift to ethanol having on refinery capacity in California?
EIA estimates that after switching from MTBE to ethanol, refiners would likely
experience somewhere in the vicinity of a 5-percent net loss of gasoline production
capability when producing winter-grade gasoline, and a 10-percent net loss when

producing summer-grade gasoline. As noted in the next question, MTBE constitutes 11

2 Federal RFG requires refiners to be producing summer-grade gasoline by May 1, but California requires
some southern areas to switch by March 1. This year, the State delayed the start date to April 1 to ease the
winter-summer transition when using ethanol. Pipelines, however, require summer-grade product even
earlier to assure State compliance. This year, California refiners began producing summer-grade product in
February to meet early March pipeline schedules.
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percent by volume when used in California reformulated gasoline, and ethanol constitutes
close to 6 percent. These volumes meet the Federal requirement that reformulated
gasoline contain 2 percent oxygen by weight. This difference in volume creates a net 5
percent volume loss. Additionally, ozone pollution concerns require a more restrictive
specification during the summer for volatility (tendency to evaporate), as measured by
Reid vapor pressure (RVP). Ethanol increases the RVP of gasoline, so refineries must
compensate by removing other gasoline components that have high RVP, such as butanes
and pentanes. This additional loss, along with the lower volume of ethanol, creates the

net loss of 10 percent for summer-grade California gasoline.

Methyl tertiary butyl ether (MTBE) constitutes 11 percent of California
reformulated gasoline by volume. Ethanol only constitutes 5.5 percent. How is
California making up for this loss of volume? Based on January and early February
data, it seems that the reduction in MTBE was covered by receipts of blending

components from other domestic regions and foreign sources.

Data are not yet available to assess the impact on summer gasoline production
during the first quarter of 2003. As described above, gasoline production capability is
reduced further when producing summer-grade gasoline with ethanol rather than MTBE.
To date, we are aware of three al:eas of change being made to accommodate the losses:
1) investment to convert some conventional gasoline production to production of
California Reformulated Gasoline Blendstock for Oxygen Blending (CARBOB); 2)

conversion of some MTBE-production facilities to produce additional gasoline
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components; 3) acquisition of gasoline components and CARBOB from other States and

foreign sources.

General Supply and Logistical Issues

What types of problems (supply, blending, distribution) if any, has EIA
witnessed in California due to the shift from MTBE to ethanol? There were two
major supply and logistical issues that seemed to contribute to the price increase. Based
on initial information, it appears that larger-than-usual planned maintenance outages and
the need to segregate two types of gasoline — MTBE-blended and ethanol-blended

product — combined to push prices up this past spring.

Normally, planned refinery maintenance outages would have little effect on the
market. However, maintenance activities during the first quarter 2003 were larger than
usual. Four California refineries underwent major maintenance projects, and a few other
refineries had minor maintenance activity. The impact of the maintenance on gasoline
production was greatest in February, with gasoline production down over 150 thousand
barrels per day from what it would have been had those refineries been operating
normally. Typically, a refinery undergoing maintenance would arrange in advance only
for its sales under contract (generally branded sales). Any unbranded volumes it might
otherwise have sold to independent marketers — who play an important role in balancing
final supply and demand and thereby setting prices — would not be served during its
turnaround. But such volumes likely would be small, and the unbranded marketers

normally would find another supply source. With the sizeable maintenance this year,
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more unbranded marketers were likely left without their usual supply. In addition, some
of the refiners had to extend maintenance beyond the time planned, which can add further

pressure to the market.

The second factor that seemed to affect prices was the split of the California
gasoline market into MTBE-blended gasoline and ethanol-blended gasoline. The refiners
still producing MTBE-blended gasoline include the largest suppliers to independent
marketers. Because ethanol-blended gasoline cannot be commingled with MTBE-
blended gasoline, many independent marketers would likely be limited to MTBE-blended
gasoline. Refineries that shifted to ethanol-blended gasoline do not normally serve much
of the independent market, and likely would plan to produce little more than their
branded sales, assuming many independent marketer sales would have to stay with
MTBE-blended gasoline. Yet producers of MTBE-blended gasoline would have little
idea in advance how much volume such shifts might require. Furthermore, they also
cannot know in advance which terminals would see significant increases in demand, if
any. And once the picture begins to unfold, it takes time to re-adjust supply patterns. For
example, in Northern California, some independent marketers switched terminals to
obtain MTBE-blended gasoline, and those new locations could not keep up with the
increased demand. Similarly in Southern California, unexpected increased demand for
MTBE-blended gasoline created the need to ship extra cargoes of gasoline from Northern
California to Southern California, which takes time, keeping the market tight in Southern

California.
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Explanations for Price Increase

To what extent is the shift from MTBE to ethanol in California reformulated
gas causing the price increase? Beyond the influence of crude oil prices, which was
significant, the price surge in California seemed to be mainly due to the combination of
two factors. The first factor — the segregation of the marketplace into gasolines blended
with MTBE and ethanol — set the stage for market tightness, while the second — several
refineries undergoing large maintenance outages and some unexpected outage extensions
— compounded market tightness. This combination appeared to be the major driver
behind the price surge. This finding should not be interpreted to mean that the price
surge would have been less severe had all suppliers switched to ethanol-blended gasoline
together this year or next year. Different problems would arise under these
circumstances. Other factors associated with the MTBE/ethanol changeover, such as
ethanol supply and price, and infrastructure to deliver, store and blend ethanol, did not

seem to be significant issues.

How much of the increase in California is due to the requirement to change
from the winter to summer blend of reformulated gasoline? The change from winter
to summer gasoline is more difficult when using ethanol than MTBE due to the need to
both produce and keep from contaminating the very-low-RVP blendstock (CARBOB) to
which ethanol is added. Also, summer gasoline is more expensive to produce than winter
gasoline. However, neither of these issues appeared to play a large role in the price run-
up. The mechanics of the shift from the winter to the summer blend went smoothly and

did not seem to contribute much to the price spike.
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Given the tight refinery capacity margins in California, what are EIA’s
estimations of price increases assuming California loses 5 percent of its refining
capacity for one week? What about a two-week loss of refining capacity? What
about a 10-percent loss of refining capacity? Analysis of this problem is complex due
to the many factors at play during any one situation. The price impact that a refinery
outage alone will have on motor gasoline prices will depend on current conditions in the
petroleum markets, such as the availability of other refineries to respond, and the level of
gasoline inventories. Furthermore, conditions in California today make total gasoline
inventories less relevant than inventories of MTBE-blended and ethanol-blended

gasolines, since the two cannot be mixed.

That said, a rough approximation of the impact of refinery capacity losses was
developed based on normal market sensitivities and the price spikes in 1999 that occurred
as the result of several major refinery outages. Under normal market conditions with an
ample gasoline inventory cushion, a 1- or 2-week loss of 5 or 10 percent of the California
refining capacity might vary from no impact, if the event occurs during the winter months
when demand is low and other refiners can respond, to perhaps as much as a 5-cent-per-
gallon increase at other times. In the case where the market is tighter, with less inventory
cushion and little extra capacity nearby, a S-percent loss of capacity could result in an
increase of 5 to 10 cents per gallon in the first week, rising to 10 to 20 cents per gallon by

the end of the second week. A 10-percent loss of capacity might result in an increase of
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10 to 20 cents per gallon during the first week, rising to 20 to 40 cents per gallon by the

end of the second week.

Lessons Learned

Once the phase-out of MTBE is completed after December 31, 2003, what
remaining supply and distribution problems will California face? Due to the
preliminary nature of ETIA’s findings, the issues for next summer and lessons learned
from California’s experiences are not fully developed. However, issues are beginning to
surface. While the problem of a market divided between MTBE-blended and ethanol-
blended gasolines will be resolved, a variety of issues will still remain that stem from the
further loss of productive capacity that will occur when the remaining refiners shift to
ethanol. Capacity loss is greatest during the peak demand months of the summer. The
result will be a need for more supplies of CARBOB or high-quality components to be
brought into the State. The question remains as to whether these materials will be

adequately available, and if their transport will further strain harbor facilities.

This concludes my testimony. I would be glad to answer any questions at this

time.

10
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Figure 1. U.S. and California Retail Gasoline Prices
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Figure 2. California Gasoline and ANS Crude Oil Prices
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Table 1. California Refinery Status for Shifting from MTBE to Ethanol, April 2003

[ Location [ Notes
Northern California Refiners
ChevronTexaco Richmond Phase-out later this year
Conoco Phillips Rodeo Using ethanol for more than one year
Kern Oil Bakersfield Blending ethanol
Shell Bakersfield Blending ethanol
Shell Martinez Blending ethanol
Tesoro Concord (Avon) Using limited quantity of ethanol, complete
phase-out later this year
Valero Benicia Phase-out later this year
Southern California Refiners
BP Carson Blending ethanol
ChevronTexaco El Segundo Blending ethanol
ConocoPhillips Wilmington Using ethanol for more than one year
ExxonMobil Torrance Blending ethanol
Shell Wilmington Blending ethanol
Valero Wilmington Using limited quantity of ethanol, complete

phase-out later this year

Source: California Energy Commission, “California’s Phaseout of MTBE — Background and Current Status,
Presentation by Gordon Schremp to UC TSR&TP Advisory Committee Spring Meeting, March 17, 2003, p. 13.
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Mr. OsE. Thank you, Mr. Caruso.

Our next witness is the chairman of the California Energy Com-
mission, Mr. William Keese.

Chairman, you are recognized for 5 minutes.

STATEMENT OF WILLIAM KEESE, CHAIRMAN, CALIFORNIA
ENERGY COMMISSION

Mr. KEESE. Thank you, Mr. Chairman. It is my pleasure to be
here.

I would say at the outset that we congratulate EIA and Mr. Ca-
ruso on an excellent report, and having reviewed in depth the thor-
ough report, we disagree with nothing in his report.

I'd like to just talk about California. We had anticipated prob-
lems in the changeover from MTBE to ethanol-based gasoline. It
went extremely smoothly. We have three refineries yet to go who
will make the switch in the fall. Pipelines and terminals seem to
be adequate at this time to continue to handle the infrastructure
changes.

We do agree that we have a 5 percent reduction in supply with
the switch to ethanol and a 10 percent reduction in summer, con-
sidering the volatility changes that ethanol introduces into the
composition of gasoline.

We, actually at the Energy Commission, recommended that the
Governor postpone the starting date by 1 year, because of the im-
pact that a fixed date of December 31, 2002, would have had on
independent refiners and independent marketers.

The 5 and 10 percent reductions have been met largely with con-
version by the industry converting some MTBE-producing units
over to units that can build the blend stock to go with ethanol, and
by others making other refinery adjustments.

In summation, we anticipate that a 1 or 2 percent reduction is
the more accurate figure after refinery reconfiguration. While we
lost 5 or 10 percent, the refiners in this State brought that down
to the 1 or 2 percent level.

As far as the future is concerned with continued growth, we see
minimal refinery expansion. We have been historically expecting
what we call “refinery creep,” a little bit more every year from
more efficiency in the refineries. We expect that to be in the one-
half of 1 percent range going forward. Therefore, we see increasing
imports of gasoline and blending components which will further
stress a stressed marine import infrastructure.

As far as impacts on prices, we do not at this time see stress
from ethanol. The ethanol industry increased their production quite
extensively, and until those States that you listed all go, we don’t
see that as a stress.

I do want to emphasize one very strong point. California decided
that we could not take MTBE in our gas any more. It was the last
thing on our mind to mandate ethanol. We recognized that Califor-
nia would have to use a significant amount of ethanol if we got rid
of MTBE, but we wanted flexibility. California’s refiners can meet
Callifornia’s air standards and Federal air standards without etha-
nol.

What stresses us is the oxygen mandate, and as you’re probably
aware, we requested EPA grant us a waiver, we demanded EPA
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give us a waiver, and we are suing and testified in Federal Court
in January that we are entitled to a waiver. We have not received
it.

I would hark back to prices and say that we do not believe etha-
nol was the cause of the price increase. It is a cause of some addi-
tional costs at the refinery level, but we have to talk about cost.
We have to separate costs at the refinery level from prices.

The price increase was caused by operational challenges that we
have heard before. The refineries logically chose to do maintenance
at the same time they were doing the switchover from a winter
supply to a summer supply, and a number of refineries doing that
had the same problem put us in stress.

The causes for increased gasoline prices in California were, as
you've heard, world crude prices; they were the maintenance and
summer change-over occurring at the same time; and they were
both blending complexities for ethanol, and a perceived blending
complexity; so speculators drove up the price of what they would
sell, expecting that refiners were going to have troubles.

We did not have many troubles at the refinery level. In fact, the
one major case of difficulty with an ethanol gasoline product was
a blending problem where the equipment just didn’t put the etha-
nol in, and this unacceptable product was put in the service sta-
tions and had to be withdrawn.

I will say the supplier at that time supplied premium grade gaso-
line at the same price as regular to make up the need, and took
a financial hit on that.

I want to mention also that there is an excessive impact on the
unbranded market. When you make turnovers and things get
stressed, a good portion of the unbranded market chooses to go
without contract. They make a lot of profit when there’s an ample
supply and they can buy cheap, but when the market gets tight
and they can’t find product, they take a hit.

Additionally, we are in this transitional period, essentially oper-
ating two storage systems, one for MTBE gasoline and one for eth-
anol gasoline. We had one storage system before and we will have
one storage system afterwards, so this does cause stress on the
transportation system.

I believe I have probably used up my 5 minutes, so I will stop
at this point and say that in conclusion, that there is one other
thing that we believe and California has pretty much endorsed for
the last number of years, and that is better CAFE standards on a
Federal level would reduce the stress on the system, and the Cali-
fornia government has consistently requested better CAFE stand-
ards out of Washington, and we continue to request that.

Thank you.

[The prepared statement of Mr. Keese follows:]
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Prepared Witness Testimony of William J. Keese, Chairman
California Energy Commission to the
Committee on Government Reform
Subcommittee on Energy Policy, Natural Resources and Regulatory
Affairs
(July 2, 2003)

Transition from Methyl Tertiary-Butyl Ether to Ethanol in California
Mr. Chairman and members of the Committee:

I welcome the opportunity to discuss California’s efforts to replace methyl tertiary-butyl
ether (MTBE) with ethanol and what impacts this transition has had on gasoline supplies
and prices during the first six months of this year. Beginning January 1, 2004, California
will no longer permit the use of MTBE in gasoline. Today, I would like to provide an
update on where we are with eliminating MTBE from California gasoline, and address
the causes behind the recent increases in gasoline prices throughout the state.

Overall, the transition to MTBE-free gasoline is proceeding well. About 70 percent of
California’s gasoline is already blended with ethanol. The Valero, Tesoro and Chevron-
Texaco’s northern California facility will complete their conversions in the fall.
Modifications to pipelines and terminals where ethanol is blended with gasoline are
complete or will be shortly.

MTBE Phaseout and Reduced Gasoline Production

‘When refiners discontinue the use of MTBE and switch to ethanol, the volume of
reformulated gasoline production is impacted. This occurs for two reasons: first, because
MTBE is used at a concentration of 11 percent by volume, while ethanol is currently
being used at a concentration of 6 percent by volume; and second, when refiners begin to
produce summer grade gasoline, additional blending components must be removed
before ethanol can be mixed with the gasoline. This ensures that the final blend complies
with California reformulated gasoline specifications. This results in another five percent
reduction in gasoline production volumes.

Without refiners taking other actions, California’s total volume of gasoline production
would be reduced by nearly 10 percent; an amount equivalent to the output from one
large refinery. Given concerns about the volumetric loss of gasoline production and the
readiness of California’s logistical system to deal with these changes, in March of 2002,
Governor Davis chose to delay the phaseout date by one year; from January 1, 2003 to
January 1, 2004.

Some refiners made modifications to their refineries to slightly increase production of
blending components. Others increased imports of blending components, and another
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refiner converted some conventional gasoline to reformulated gasoline for use in
California. The total decrease in gasoline production capacity is now estimated to be in
the range of only 1 to 2 percent or 10 to 20 thousand barrels per day for the summer of
2003.

Gasoline Demand and Supply

Gasoline demand in California during 2003 is estimated to range between 15.6 billion to
16 billion gallons and demand is expected to continue to grow at 1.6 percent to 3.0
percent annually through 2010. California demand represents about 11 percent of the
United State’s total gasoline demand. No major refinery expansions or additions are
expected and routine refinery modifications may only allow production to grow by one
half of one percent annually for the next couple of years.

In-state refiners and marketers of gasoline will be making up the bulk of the net
production loss through increased imports of gasoline and gasoline blending components.
In the near term, the combined impact of reduced gasoline production and increased
gasoline demand will boost imports by 26 to 80 thousand barrels per day.

Ethanol Supplies, Costs and Impacts on Gasoline Prices

Earlier concerns about the adequacy of ethanol supplies have diminished as the ethanol
production industry has added significant capacity to meet California’s annual demand of
565 to 660 million gallons of ethanol.

The early transition away from MTBE by most of the refiners in California necessitated
the use of ethanol because the federal Environmental Protection Agency did not grant
California a waiver from the minimum oxygen requirement. Ethanol is the only type of
oxygenate that can be used in California. The use of ethanol was not a primary cause of
the price spike in early 2003. There were no shortages of ethanol supplies or were there
any verified difficulties in blending the new type of gasoline, such that supplies of
gasoline were directly impacted. The price of ethanol being purchased by refiners under
6 and 12-month contracts was structured that the net cost of the ethanol was usually less
than that of gasoline. Therefore, ethanol costs were not a contributing factor to the price
spike in early 2003.

That is not to say that the use of ethanol during the summer period does not pose
operational challenges for refiners to ensure that the gasoline blended with the ethanol
will comply with all of the specifications, especially the volatility limit of 7.2 PSI for
summer grades of gasoline. In California, summer grade gasoline is blended for about
eight months of the year. Since ethanol is more volatile than MTBE, refiners have to
adjust gasoline-blending practices by withholding other components (such as pentanes).
This means that gasoline production declines five percent, absent any other changes by
refiners such as expanded alkylate production, increased imports of blending
components, or conversion of conventional gasoline output to reformulated gasoline
output.
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Additionally, the increased difficulty to produce California gasoline for blending with
ethanol during the summer months reduces the number of potential suppliers of this type
of gasoline formulation. In other words, the number of refiners outside of California who
can produce gasoline of this quality declines during the summer months, reducing the
potential for imports into California. At the same time, the need for imports increases
during the summer months because of the slight decline in refinery production and the
increased demand for gasoline that is typical during the summer driving season. This is
another factor that can increase the cost of gasoline for consumers during the summer
versus winter months when refinery outages may occur and the shipping costs of
imported products are considered.

The Causes for Increased Gasoline Prices in California

A variety of factors contributed to the March 17" spike in California retail gasoline
prices.
1. A primary cause of high California gasoline prices was the sharp rise in world
crude oil prices in anticipation of the war in Iraq. The impact of high crude oil
prices on gasoline prices was common throughout the U.S.

2. Second, a variety of refinery maintenance problems in California caused
California retail prices to rise well above their typical differential relative to the
average U.S. price. These refinery problems coincided with the early March
changeover to low reid vapor pressure (rvp) summer gasoline, but had nothing
directly to do with the phaseout of MTBE.

3. Following, the process of making low rvp blendstock was a new experience for
California refiners this spring. After rumors of some bad pipeline batches just
prior to the shipping deadline, speculation caused the price for prompt delivery to
increase markedly. Even though the changeover to summer gasoline went very
smoothly overall, and no bad batches were actually shipped, uncertainty in the
marketplace around the new gasoline specification also contributed to higher
prices this spring. :

Logistical Issues and Impact on Unbranded Market

The MTBE phase out did result in new supply and logistics arrangements for some
refiners. As a result, primary suppliers struggled to maintain consistently adequate
supplies of gasoline to independent customers. This appears to have contributed to a rapid
price increase for unbranded gasoline in both Northern and Southern California. One of
these logistical changes was the increased need to transport gasoline from Northern to
Southern California. This shift resulted in temporary run outs at one of the terminals in
Southern California as suppliers struggled to increase the deliveries at a greater rate than
the wharf and pipelines could handle. In some circumstances, supplies of gasoline were
also delayed in arriving in Southern California due to a lack of marine barges. The barge



34

situation has since been improved, but the import infrastructure is still vulnerable to
intermittent supply disruptions because of the capacity constraints.

Northern California also saw logistical problems related to the switch to ethanol. Since
some of the refiners decided to transition away from MTBE at a date earlier than
required, there was an additional need to keep these different types of gasoline separate
from one another to maintain quality. This segregation need caused some marketers to
switch terminal locations, constraining the ability of the new terminal location to handle
increased demand for gasoline deliveries. Temporary supply disruptions and associated
price increases resulted. Modifications have since been completed to some pumps and
valves to accommodate additional throughput.

Since the March 17™ peak of $2.15 per gallon, all California refineries were back to full
operation by mid-April, and retail gasoline prices declined in a manner consistent with
retail prices throughout the U.S.

In early June, however, a new round of minor refinery problems among three Northern
California refineries combined to cause a significant impact to in-state production. As a
result, retail gasoline prices in California reversed a 12-week decline on June 9™,
climbing from $1.73 to $1.80 per gallon as of June 23,

The early phaseout of MTBE by a majority of California’s refiners did result in some
logistical problems earlier this spring, but it appears that industry managed to avoid
similar problems during the more recent round of refinery problems in June. Although the
refineries impacted by the most recent outages still produce MTBE gasoline primarily,
they were successfully able to purchase ethanol gasoline blend stocks and re-blend them
into MTBE gasoline. As a result, the recent price increases were distributed evenly
between ethanol gasoline and MTBE gasoline.

Outlook for Ethanol-Related Gasoline Price Spikes in 2004

It would be speculation to offer an opinion on whether or not price spikes will occur in
2004 and whether or not these possible spikes would be related to ethanol. Rather, the
Energy Commission can discuss anticipated operational changes and other factors that
could have a potential impact on supply and prices. First, the rest of the refiners in
California are expected to transition away from MTBE by the end of this year. Second,
the phase out of MTBE in New York and Connecticut (scheduled to take effect by
January of 2004) could increase costs for California due to more expensive ethanol and
gasoline blending components. Ethanol demand will increase if these states transition
away from MTBE as scheduled. Increased demand can lead to upward pressure on
national ethanol prices. Gasoline production is also expected to decline slightly during
the summer months for reasons previously stated. But this decline is not expected to be
as great as the one for California because ethanol is anticipated to be blended at a higher
concentration (10 versus the 6 percent in California). If marketers blend at a lower
concentration than anticipated, the potential loss of production could be greater. In either
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case, the need for key blending components (such as alkylate) will increase as refiners
search for a replacement for the MTBE that can no longer be used in gasoline that is
manufactured for use in New York and Connecticut. California refiners will also be
competing to acquire additional quantities of alkylates. This increased competition can
lead to upward pressure on alkylate prices, negatively impacting gasoline prices in
California.

Remaining Challenges after Phaseout of MTBE

Growing demand for gasoline and anticipated production declines will increase the need
to import gasoline and clean blending components. Import infrastructure for receiving
these products must be sufficient to accommodate increased import volumes, most of
which are likely to arrive at ports in the Bay area, Los Angeles and Long Beach.

A recent study conducted for the California Energy Commission concluded that the
marine petroleum infrastructure in California’s main refining centers is significantly
constrained. The wharves, storage tanks linked to the berths and gathering lines used to
gain access to the petroleum pipeline system for moving products inland pose areas for
concern with the growing demand for imports.

Other market participants, such as traders, are playing an increasingly important role with
regard to gasoline imports. But it is important to note that the import infrastructure used
by these market participants is usually more constrained than the infrastructure operated
by the major oil refiners (third party versus proprietary storage). Each of these issues has
been raised during the course of recent workshops held by the Energy Commission. In
fact, a workshop is scheduled for July 11 to address, among other issues, the marine
infrastructure constraints and potential recommendations such as streamlined permitting
to help alleviate the current and near-term congestion.

The Energy Commission and California Air Resources Board are also addressing the
longer-term impacts of petroleum dependence on the California economy and
environment. Consumer demand for cleaner and affordable transportation fuels is
expected to intensify, as California and the nation adapt to the growing pressures of
population growth, demand for transportation services, increases in worldwide oil
demand, and climate change. State actions to increase fuel efficiency and ease the
transition to non-petroleum fuels are being recommended to “hedge” against the risk of
continuing oil dependence. The best strategy would be for the Federal government to
increase CAFE standards that would result in a doubling of fuel efficiency for new cars,
light duty trucks and sport utility vehicles.
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Mr. OsE. Thank you, Mr. Keese.
Our next witness is Joe Sparano with Western States Petroleum
Association. You are recognized for 5 minutes.

STATEMENT OF JOE SPARANO, PRESIDENT, WESTERN STATES
PETROLEUM ASSOCIATION

Mr. SPARANO. Thank you, Congressman Ose.

WSPA represents approximately 30 petroleum companies that
explore, produce, manufacture, transport and market petroleum
products in six western States—California, Arizona, Nevada, Wash-
ington, Oregon and Hawaii.

We support petroleum companies in western States. The associa-
tion typically confines its activities and advocacy to the State level
and doesn’t engage in Federal issues.

That said, California, as usual, seems to be the bellwether State
for our Nation when new and improved products and advanced reg-
ulatory programs are involved. In this case, our members have al-
ready started transitioning from one gasoline oxygenate, MTBE, to
another, ethanol, and I'd like to give you some feedback on our ex-
periences so far.

At this point we have gained several months of manufacturing,
distribution and marketing experience using gasoline blended with
ethanol. The majority of our industry members have made the
transition, the voluntary transition to ethanol.

Although California was one of the first States to ban MTBE ef-
fective January 1, 2003, our State government delayed the ban by
1 year to January 2004. This was partially due to the State’s early
concerns about the availability of and price associated with ethanol
supply and the possible market volatility impacts on California’s
driving public of an abrupt change in product composition.

There was some concern by government agencies and others that
segregation of the marketplace into gasoline blended with ethanol
and gasoline blended with MTBE during a transition phase might
by itself lead to market tightness and price spikes.

That concern has thus far not really materialized and all our
members have publicly reported that they plan to have the transi-
tion completed by the January 2004 deadline.

One of the conclusions contained in the May 2003 EIA report on
California’s early transition states that in general the transition to
ethanol has gone remarkably well. It further indicates that this
seems to be due in part to several years of preparation and collabo-
rative efforts by the private sector and State government agencies.

We also believe this type of collaborative effort, including de-
tailed dialog and adequate lead time, is critical to ensure that logis-
tics issues are worked out before a transition.

Ethanol supplies were adequate this spring and the infrastruc-
ture to deliver, store and blend ethanol at terminals was developed
in a timely manner.

While the transition to ethanol-blended gasoline is going rel-
atively smoothly in California, there was a price spike this spring,
as has been mentioned. It’s important to recognize that the price
of gasoline is determined by a variety of market conditions at any
given point in time, and those conditions are constantly changing.
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According to EIA and others, the gasoline price spike experienced
this spring, as elsewhere in the nation, was due largely to the fol-
lowing factors: There was an exponential increase in the cost of
crude oil; refinery maintenance activities and unplanned outages
occurred at several plants in California; there was a higher cost of
manufacturing California’s more-difficult-to-produce special cleaner
burning gasoline; and there is a continuing increase in demand ver-
sus supply of California quality clean burning gasoline.

Coincidentally, the price spike was concurrent with the timing of
the transition from winter grade to summertime gasoline. This
transition results in the requirement for a lower vapor pressure
product that typically is more difficult to produce, and that must
be distributed throughout the same delivery system displacing en-
tirely the previous supplies of winter gasoline over a short period
of time.

It seems clear from this information that no individual factor, in-
cluding the transition from MTBE-blended to ethanol-blended gaso-
line, should be singled out as the cause of last spring’s price spike
in California. However, there’s an effort underway by the Energy
Commission to determine the causes of periodic swings in Califor-
nia gasoline prices and to recommend measures to the legislature
to help stabilize the situation.

WSPA and its members are actively involved in this evaluation
process, but we oppose any direct government intervention to fix
energy markets. There is ample historical experience and data that
reminds us that these types of government mandates are almost al-
ways counterproductive. The free market actually works very well.

There are some specific actions, however, that could help as this
nation moves to an ethanol-blended gasoline.

First, WSPA strongly encourages repeal of the current Federal
RFG 2 percent oxygenate mandate, and has been engaged with
other parties in advocating elimination of the requirement for Cali-
fornia. Mandating an arbitrary amount of oxygenate in RFG pro-
vides no additional environmental benefits and reduces flexibility.

Our companies simply want the flexibility to use oxygenates
where they make the most economic and environmental sense. It
is essential for supply and efficiency reasons that refiners have
maximum flexibility in the way they manufacture gasoline.

Second, WSPA supports adoption of a provision limiting product
defect liability for manufacturers or sellers of any product approved
for use in gasoline by Congress or any of the regulatory agencies.

Third, there needs to be an overhaul of the permitting process in
many States, and definitely in California. Obtaining permits in a
timely and efficient manner is a significant hurdle to ensuring a
sufficient infrastructure is in place.

WSPA supports the government identifying and removing im-
pediments to investments that will improve an already efficiently
functioning marketplace, while not impacting negatively the many
improvements to the environment already gained through invest-
ments and other actions by the petroleum industry.

It is essential that the industry be provided with maximum flexi-
bility to use ethanol where it makes the most sense. Repealing the
RFG oxygen content requirement would provide such flexibility.
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Let me repeat an important theme. WSPA’s companies fully sup-
port free markets, energy diversification and fuel choice. We main-
tain that government standards should be performance-based and
allow for maximum flexibility to meet the desired goals.

We believe that a strong and efficient petroleum industry also
has an important part to play in ensuring a healthy economy. We
are interested in government policies that will facilitate that role
by supporting a more favorable business climate in California and
elsewhere.

In closing, WSPA and its members are prepared to work with
you as the remaining companies complete the transition from
MTBE by California’s year-end 2003 deadline.

As always, our industry will continue its longstanding commit-
ment to complying with government regulations as safely, cleanly
and cost-effectively as possible.

Thank you for the opportunity.

[The prepared statement of Mr. Sparano follows:]
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Statement of Mr. Joseph Sparano
On behalf of the
Western States Petroleum Association
Before the Congressional Government Reform Subcommittee
on Energy Policy, Natural Resources and Regulatory Affairs
July 2, 2003 —10:00 a.m.

Good morning. My name is Joe Sparano. | am President of the Western
States Petroleum Association or, WSPA. Our trade association represents
approximately 30 petroleum companies that explore, produce,
manufacture, transport and market petroleum products in six western US
states — California, Arizona, Nevada, Washington, Oregon and Hawaii.

| am pleased to be invited to speak to you today. As | mentioned, WSPA
supports petroleum companies in western states. The association typically
confines its activities and advocacy to the state level, and does not engage
in federal issues.

However, California as usual seems to be the bell-weather state for our
nation when new and improved products and advanced regulatory
programs are involved. In this case, our members have already started
transitioning from one gascline oxygenate (MTBE), to another, (ethanol). |
understand you would like to hear some details today about our
experiences so far.

Before | address the subject of our industry’s California oxygenate
transition, | would like to provide the panel with some background
information for those not familiar with the make-up of our state’s petroleum
industry and California’s gasoline specification history.

First, our industry: WSPA members’ California activities currently directly
employ over 300,000 Californians and those jobs are indirectly responsibie
for another 700,000 jobs. That results in more than one million total people
employed because of investments and operations of our state’s petroleum
industry.

Also, our members currently produce almost 1 million barrels per day of
crude oil from reserves located in the state. They also operate 12 highly
complex refineries that produce over 1 million barrels per day of the
cleanest burning grades of gasoline on the planet.

Next, some history: in 1990, the federal Clean Air Act Amendments
required the use of cleaner burning, reformulated gasoline (or, RFG)

1
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containing a specified minimum amount of oxygen in areas with the worst
ozone poliution. Los Angeles, the San Joaguin Valley and the Sacramento
area are among the sections of California that have been part of that
program.

Methyt Tertiary Butyl Ether (or MTBE) was widely used as an oxygenate
that would promote cleaner burning gasoline. Unfortunately, traces of
MTBE have since been found in groundwater, leading to the decision to
phase-out this oxygenate.

These clean fuels, along with emission control equipment on vehicles, have
played a major role in the dramatic air quality improvements that have
occurred in California. In fact, the biggest gains in air quality have occurred
right here in southern California.

And, throughout California, air quality is about twice as good today as it
was in 1975, as measured by statewide ozone smog levels. Perhaps even
more impressive is that our state has reduced pollution while at the same
time California’s population has grown by 43% and the number of vehicle
miles traveled has nearly doubled.

Now, let me address our recently started and continuing transition to
ethanol-blended gasoline. At this point, we have gained several months of
manufacturing, distribution and marketing experience, using gasoline )
blended with ethanol. And, a majority of our industry members have made
the voluntary transition to ethanol.

Although California was one of the first states to ban MTBE, effective
January 1, 2003, our state government delayed the ban date by one year to
January 2004. This was partiafly due to the state’s early concems about
the availability of and price associated with ethanol supply, and the
possible market volatility impacts on California’s driving public, of an abrupt
change in product composition.

There was also some concern by government agencies and others that
segregation of the marketplace into gasoline blended with ethanal and
gasoline blended with MTBE during a transition phase might, by itself, lead
to market tightness and price spikes. That concern has thus far not really
materialized, and all our member companies have publicly reported that
they plan to have the transition completed by the January 2004 deadiine.

One of the conclusions contained in a May 2003 Energy Information
Administration (EIA) report on California’s early transition states that, in
general, the transition to ethanol has gone remarkably well. 1t further
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indicates that this seems to be due in part to several years of preparation
(and collaborative efforts) by the private sector and state government
agencies.

We also believe this type of collaborative effort, including detailed dialogue
and adequate lead-time, is critical to ensure that logistics issues are
worked out before a transition. Ethanol supplies were adequate this spring,
and the infrastructure to deliver, store and blend ethanol at terminals was
developed in a timely manner.

While the transition to ethanol-blended gasoline is going relatively smoothly
in California, there was a gasoline price spike this spring. It is important to
recognize that the price of gasoline is determined by a variety of market
conditions at any given point in time, and those conditions are constantly
changing.

According to the EIA and others, the gasoline price spike experienced this
spring in California, as elsewhere in the nation, was due largely to the
following factors:

e An exponential increase in the cost of crude oil;

s Refinery maintenance activities and unplanned outages at several
California plants;

¢ The higher cost of manufacturing California’'s more-difficult-to-
produce, special cleaner burning gasoline; and,

¢ The continuing increase in demand versus supply of CARB gasoline.

Coincidentally, the price spike was concurrent with the timing of the
transition from winter grade to summertime gasoline. This transition results
in the requirement for a lower vapor pressure product that typically is more
difficult to produce, and that must be distributed throughout the same
delivery system, displacing entirely the previous supplies of winter gasoline
over a short period of time.

Also, in California, as noted by the Federal Trade Commission and others,
retail prices tend to run higher even under the best of circumstances, due
to our unique cleaner-burning gasoline formula — the cleanest in the world —
and the fact that our state has the third highest combined taxes on gasoline
in the country — over 50 cents per gallon.

It seems clear from this information that no individual factor, including the
transition from MTBE blended to ethanol-blended gasoline, shouid be
singled out as the cause of last spring’s spike in California retail prices.
However, there is an effort underway by the Energy Commission to
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determine the causes of periodic swings in California gasoline prices and to
recommend measures to the legislature to help stabilize the situation.

While WSPA and its member companies are actively involved in this
evaluation process, we oppose any direct government intervention to “fix”
energy markets. There is ample historical data that reminds us those types
of government mandates are almost always counterproductive. The free
market actually works very well.

There are some specific actions, however, that could help as this nation
moves to an ethanol-blended gasoline.

First, WSPA strongly encourages repeal of the current federal RFG 2%
oxygen mandate, and has been engaged with other parties in advocating
elimination of the requirement for California. Mandating an arbitrary
amount of oxygenate in RFG provides no added environmental benefits,
and reduces flexibility.

What | want to make clear is that even if an oxygenate waiver is granted, it
is likely many of our members will continue to use ethanol. Our companies
simply want the flexibility to use oxygenates where they make the most
economic and environmental sense. It is essential for supply and efficiency
reasons that refiners have maximum flexibility in the way they manufacture
gasoline.

Second, WSPA supports adoption of a provision limiting product defect
liability for manufacturers or sellers of any product approved for use by
Congress or any of the regulatory agencies.

Third, there needs to be an overhaul of the permitting process in many
states — definitely in California. Obtaining permits in a timely and efficient
manner is a significant hurdle to ensuring a sufficient infrastructure is in
place.

WSPA supports the government identifying and removing impediments to
investments that will improve an already efficiently functioning marketplace,
while not impacting negatively the many improvements to the environment
already gained through investments and other actions by the petroleum
industry.

Generally speaking, | want to caution you that the jury is still out, as it were,
on the long-term consequences of an ethanol mandate in California and
elsewhere. As the transition is completed here, and as other states shift to
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ethanol as the preferred oxygenate, there may be logistic, supply,
environmental or other issues that were not initially anticipated.

It is essential, therefore, that the industry be provided with maximum flexibility
to use ethanol where it makes the most sense. Repealing the RFG oxygen
content requirement would provide such flexibility.

Let me be clear — WSPA’s companies fully support free markets, energy
diversification and fuel choice. We maintain that government standards
should be performance-based, and allow for maximum flexibility to meet
the desired goals.

We believe that a strong and efficient petroleum industry also has an
important part to play in ensuring a healthy economy. We are interested in
government policies that will facilitate that role by supporting a more
favorable business climate in California and elsewhere.

In closing, I'd like to thank this committee for your interest in ensuring that
there have been minimal disruptions as many of our companies have
transitioned to the use of an ethanol based oxygenate. WSPA and its
members are prepared to work with you as the remaining companies
complete the transition from MTBE by California’s year-end 2003 deadline.

As always, our industry will continue its longstanding commitment to
complying with government regulations as safely, cleanly and cost-
effectively as possible.



44

Mr. Osk. Thank you, Mr. Sparano.

Our next witness is Mr. Bob Gregory. He is the vice president
and general manager for the Valero Wilmington Refinery.

Sir, you are recognized for 5 minutes.

STATEMENT OF BOB GREGORY, VICE PRESIDENT AND
GENERAL MANAGER, VALERO WILMINGTON REFINERY

Mr. GREGORY. Thank you, Chairman Ose.

Valero Energy Corp. is a Fortune 500 company based in San An-
tonio, TX, and with approximately 20,000 employees and revenues
of nearly $30 billion. One of the top U.S. refining companies,
Valero has an extensive refining system with a throughput capacity
of almost 2 million barrels per day. Our Wilmington refinery em-
ploys roughly 435 individuals and has a total throughput of ap-
proximately 140,000 barrels per day.

Mr. Chairman, the decision to examine the dynamics of the Cali-
fornia fuels market could not be more timely. Decisions regarding
motor fuels policies have substantial economic impacts and a
healthy domestic economy requires a stable supply of reasonably
priced gasoline.

Refiners such as Valero are a vital link in the supply chain. Do-
mestic refiners currently supply approximately 17 million barrels of
refined petroleum products out of the 20 million barrels that the
U.S. economy demands on a daily basis.

No new refinery has been built in the United States since 1976,
and it is unlikely that one will be built here in the foreseeable fu-
ture, due to economic and political considerations, including site
costs, environmental requirements, overall industry profitability
and public concerns.

U.S. refining capacity has increased because of added capacity at
existing refineries, but it has become increasingly difficult for refin-
ers to keep pace with the growing demand for petroleum products
because of stringent environmental regulations and tight profit
margins.

Refiners currently face a massive task of complying with regu-
latory programs with significant investment requirements. Refiners
must shortly invest about $20 billion to sharply reduce the sulphur
content of gasoline in both highway and much of off-road diesel.

Refining earnings have recently been more volatile than usual,
but refining returns are generally quite modest when compared
with other industries. The average return on investment in the in-
dustry is only about 5 percent. This relatively low level return,
which incorporates the cost of investments required to meet envi-
ronmental regulations, is one reason why domestic refinery capac-
ity additions are modest, and why new facilities are unlikely to be
constructed. In some cases, however, where refineries are unable to
justify the costs of investment at some facilities, those facilities
may have to close.

Decisions regarding gasoline and other refined petroleum prod-
ucts should be made consistent with efforts to increase domestic
supply of refined petroleum products. As the NPC noted in a land-
mark report issued in 2000, the limited profit margins and high
regulatory costs associated with refining create a precarious situa-
tion for the domestic refining industry.
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As the NPC explained, changes in motor fuels policies must be
undertaken with great care because changes in product require-
ments can have a severe impact on the ability of refiners to provide
an adequate supply of refined petroleum products to U.S. consum-
ers.

Valero and other refiners are making every effort to produce a
reliable and affordable supply of vital petroleum products, and our
fuels policy should work in concert with these efforts.

MTBE is a clean-burning fuel additive that satisfies the RFG re-
quirements of the 1990 Clean Air Act. The act requires that RFG
contain 2 percent of oxygen. Because it is readily available, easy to
transport, efficient, and easily integrated into the Nation’s gasoline
pool, MTBE has become the refining industry’s oxygen additive of
choice.

Banning or reducing the use of MTBE will not only be bad for
California, but much of the Nation, because such policies will fur-
ther tighten gasoline supplies and may cause spikes in gasoline
prices for consumers.

An EIA study recently showed that the supply reduction from the
MTBE ban could increase retail gasoline prices nationwide by an
average of 4 cents per gallon and more than 10 cents per gallon
in many of the largest metropolitan areas, which requires RFG to
keep the air clean. History has shown that single-fuel mandates in-
evitably lead to higher gasoline costs and tighter and less reliable
fuel supplies.

Production of ethanol is highly concentrated, with one company
alone controlling a large percentage of the ethanol market. While
we need to encourage and develop renewable fuels, we must also
address energy security.

MTBE comprises 3 percent of the U.S. supply and its replace-
men